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Dew 
ICELAND--KEY ECONOMIC INDICATORS 


(In millions of U.S. dollars except where noted) 


1987 1988 1989 Percent 
Provisional Estimate Forecast Change 
Exchange rates (U.S.$=Ikr) 38.70 43.00 46.00 1988/89 
Population, Dec. 1 247,307 250,000 232, S75 +0.7 
Gross Domestic Product (GDP) $,338 5,886 5,974 +1.5 
GDP Per Capita (dollars) 21,580 23,046 23,652 +2.6 
Gross National Product (GNP) 5,178 5,700 5,757 +1.0 
GDP by Sectors (% of total) 
Agriculture 3.8 3.7 
Fisheries & Fish Processing 15.4 15.2 
Manufacturing 12.6 12.8 
Commerce 12.5 12.4 
Construction 6.8 6.8 
Other Private Sector Industries 36.8 37.0 
Government 12.1 12.2 
Private Consumption 3,420 3,823 3,861 +1.0 
Investment 1,005 1,040 1,030 -1.0 
As percent of GNP 19.41 18.24 17.90 
Balance of Payments 
Exports (f.0.b.) Ryote 1,435 1,437 +0.1 
Exports to U.S. (f.0o.b.) 250 n.a. na. 
Imports (c.i.f.) 1,422 1,551 1,557 +0.4 
Imports from U.S. (c.i.f.) 113 n.a. n.a. 
Service Receipts S32 567 606 +6.9 
Service Payments -508 -535 -539 +0.8 
Interest Balance -161 -186 217 
Current Account Balance -187 -270 -270 
Capital Account Balance 245 316 214 
Money Supply (M3), %* change 35.7 29.9 
Gross Foreign Exchange Reserves 
(Year-end) 288 216 
Long-term Foreign Debt (% of GDP) 40.3 35.3 
Debt Service (% of exports) 15.8 16.2 
Terms of Trade (%* change) 6.0 1.0 
Central Government Budget* 
Current Revenue, Total 1,265 1,546 1,680 +8.7 
Current Expenditure, Total 1,336 1,616 1,466 -9.3 
Net Borrowing 70 69 102 +47.8 


*1988 Revised Budget - 1989 Budget Proposal 


Sources: National Economic Institute, Central Bank 
Statistical Bureau, Ministry of Finance 





SUMMARY * 


The Icelandic economy enjoyed 2 years of excellent growth in 
1986 and 1987, when the annual increase in Gross Domestic 
Product (GDP) exceeded 6 percent. The growth was fueled by 
good fish catches and a sharp jump in consumer demand. The 
government’s anti-inflation program, which was introduced in 
1983, resulted in the increase in the cost of living falling to 
13 percent in 1986, one of the lowest rates in the past 

15 years. By 1987, however, the rate of inflation was again 


above 25 percent, and politicians were trying to develop new 
remedies. 


The public sector has continued to run a deficit, even during 
the boom years. Unemployment has remained virtually zero, and 
the demand for labor has helped push wages up at a very high 
rate, further accelerating inflation. The foreign trade 
account showed a surplus in 1986, but that too turned into a 
deficit in 1987 as imports jumped sharply because of much 
higher consumer demand. The exchange rate, which was stable 
through 1986 and 1987, has undergone a marked appreciation, and 
in 1988 there have been three devaluations. 


The economic outlook is not good. The growth rate was negative 
in 1988, and may be zero in 1989. The government has announced 
some cuts in allowable fish catches in an attempt to preserve 
fish stocks, but lower catches combined with lower world prices 
will hurt the economy. For the first time in almost a decade, 
Icelanders are vocally complaining about unemployment. The 
number of bankruptcies increased throughout late 1987 and 

1988. Layoffs have been taking place, and new jobs have become 
a bit more difficult to obtain. 


Even though there will be economic problems over the next year 

of so, Iceland remains a very sophisticated market with a high 

per capita income. U.S. manufacturers should be able to find a 
demand for many of their products, provided they are willing to 
accept the realities of a market of 250,000 people. 


* This report was prepared in December 1988. 
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CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Growth: The Iceland economy had 2 excellent growth 
years in 1986 and 1987, as GDP increased by over 6 percent in 
real terms. The growth was fueled by excellent fish catches 
and high prices on overseas markets. In addition, the 
improvement in the market for aluminum and ferrosilicon 
permitted plants in Iceland to expand output and, for the first 
time in years, to make a profit on their operations. Although 
the fish catches in 1986 and 1987 were not as large as in 1985, 
the amount of cod caught was higher in both years. Since cod 
is the most important catch in value terms, the decline in some 
of the other species, in particular the much lower value 
capelin, was more than compensated for. Economic growth in 
1986 was a result of increased output and an improvement in 
domestic conditions. Inflation was brought down to 13 percent, 
one of the lowest rates in the last decade. Increases in wages 
were held down as labor and management were able to negotiate 
reasonable agreements that covered the entire work force. Much 
of this changed in 1987. 


One of the most important factors leading to that change was 
the parliamentary election which took place in the spring of 
1987. The government, in wage negotiations in February of that 
year, agreed to increases which were far in excess of those 
agreed to by the private sector only 2 months before. The 
private sector unions found themselves under severe pressure 
from their members to go back to the bargaining table and 
capture the same benefits. 


In addition, there were several large construction projects 
under way in the early part of 1987. These placed severe 
demands on the labor force and resulted in employers resorting 
to widespread under-the-table payments to hire and hold 
workers. The end result was a massive jump in real disposable 
income, a jump which was accelerated by the knowledge that all 
such income earned in 1987 would be tax free. There was 
therefore a sizeable increase in the number of Icelanders 
willing to take on second and in some cases even third jobs. 
Even so, the labor supply far from satisfied demand. 


Most observers now agree that the sizeable GDP growth of 1987 
was brought about by a huge increase in consumption, not 
production. The balance of payments slipped from a small 
surplus in 1986 back into a deficit. Inflation virtually 
doubled to 26 percent. 
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The incredible growth rate could not be maintained over the 
long term, especially when it was being fueled by sharp jumps 
in consumption, and the end of the good times came in 1988. A 
slight drop in fish prices continued for much of the first part 
of the year. The fall took place not only in the U.S. frozen 
fish market, but also in the European market for fresh fish. 
The latter was in part due to the practices of the Icelanders 
themselves, since they were shipping increasing amounts of 
fresh fish to the markets in the United Kingdom and Germany, 
driving the price down with oversupply. 





The fish catch quotas were also cut in 1988, especially the cod 
quota. For some of the other high-value species, such as 
prawns and scallops, there was a sharp drop in the price due to 
worldwide oversupply. The output of both these species is 
expected to be down sharply in 1988. The government proved 
very unsuccessful in developing measures to combat this 
downturn; the three-party coalition head by Prime Minister 
Thorsteinn Palsson collapsed and was replaced by another 
three-party government led by Prime Minister Steingrimur 
Hermannsson. This government put into effect a freeze on 
prices and wages through February 1989. 


Little or no growth is projected for 1989. The fish catch is 
again expected to be reduced, and world prices are probably not 
going to show dramatic improvement. The record number of 
bankruptcies which occurred in 1987 increased further in 1988. 
For the first time in many years, Icelandic commentators are 
beginning to speak of unemployment as a problem. (In the 
Icelandic context, more than 1 percent is a problem.) [In an 
attempt to address the problems of the export industry, the 
government has established a new fund to help consolidate and 
stretch out the various companies’ financial obligations. A 
strategy to address the problem of overcapacity in the fishing 
and fish processing industries has not yet been developed. 


Production: Both 1986 and 1987 were excellent years with 
respect to the catch of bottom fish such as cod, haddock, 
redfish, and halibut. The large size of the catch and the 
increase in prices helped fuel economic expansion. The 
benefits were not, however, felt by all parts of the industry. 
The fishermen did extremely well in both years, partly due to 
the increase in the export of fresh fish to Europe. The frozen 
fish processing sector did not do as well, but managed to make 
a profit over the 2 years. However, the situation deteriorated 
markedly in 1988, and it is probable that the sector finished 
the year with a 5 to 8 percent deficit. 
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A significant event for the fishing industry was the renewal of 
fish catch quota legislation in late 1987. This law gives the 
government the authority to set limits on the size of the catch 
for individual fish species, based on the recommendations of 
the Marine Research Institute. Over the past 3 years the 
quotas set by the Minister of Fisheries (especially for cod, 
the most important fish in terms of value) have been 
significantly higher than those recommended by scientists. 

This has led to concern that the size of the cod population may 
be under pressure which could lead to a drastic reduction in 
the catch in the early 1990s. This could spell economic 
disaster for Iceland. 


One of the most interesting trends in the fishing sector has 
been the shift away from the U.S. market. Over the past 
several years the export of fresh fish to Europe, especially 
the United Kingdom and Germany, has increased dramatically. 
There are several reasons for this development. First is the 
role of the fishermen in determining how the catch is disposed 
of. Icelandic fishermen operate under a profit-sharing system, 
and the prices for fresh fish have been much higher in European 
than in Icelandic markets. Second, the drop in the value of 
the dollar has made processing for the U.S. market less 
profitable. Third, the U.S. market demands a fish that is very 
highly processed, with no bones and no skin. The European 
market is far less picky, and since processing is very labor 
intensive, factory managers have been utilizing their labor 
resources--which have been in short supply--to the best effect. 


The fishing sector still has a serious problem of overcapacity, 
both of the fleet and the processing industry. The decline in 
the economy during 1988 is expected to eliminate several 
fishing companies, but even so there will continue to be far 
too much capacity. The government has also been very reluctant 
to address this problem, since it will certainly require some 
regional dislocations, which could have direct political 
repercussions. 


At the same time that the fishing industry was having good 
years, so was the metal-finishing industry. World demand for 
both aluminum and ferrosilicon have increased, along with 
prices, in the past couple of years. Both smelters in Iceland 
have recently had excellent years, and that is expected to hold 
true in 1989. In fact, there is a major study under way on the 
question of building a second aluminum smelter on the island, 
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in the same area as the current plant. The study should be 
completed by early 1989, and a decision by a group of aluminum 
companies is expected shortly thereafter. Political opposition 
to more foreign investment remains, but most observers expect 
that the construction will get the go-ahead, and the plant will 
be operating by the early 1990s. 


Other manufacturing companies have been having a much more 
difficult time, in large part due to the increase in 

inflation. This has had the effect of raising local costs, and 
the increases have been difficult to pass on to consumers, 
especially for exporters and for companies competing with 
imported goods. Costs have also been under pressure from the 
increase in labor prices. 


The retail sector has had 2 excellent years. The first 
shopping mall in Iceland was opened in August 1987. The 
dramatic increase in disposable income has put Icelanders into 
a shopping frenzy for products of all descriptions. Automobile 
imports, helped in part by changes in the tax law, jumped in 
1986 and 1987. As was true for many other sectors in the 
economy, however, the good times came to a quick halt in 1988, 
and the number of bankruptcies has increased markedly. This 
has included both new companies and several older 
well-established companies which undertook rapid expansion 
programs that required assuming increases in their debts, which 
they were not able to service. 


Other Economic Factors: Where wages went, prices soon 
followed. Inflation, which was down to 13 percent in 1986, 


jumped to over 25 percent in 1987, and was about the same in 
1988. 


The government was unable to take advantage of the good years 
to improve its financial position. Government spending 
continued to exceed its revenues in both years. At the time 
the 1988 budget was presented to Parliament, the government 
proposed that revenue and expenditure be balanced, but the 
deteriorating economic conditions throughout the year have 
resulted in much higher expenditure rates than anticipated; and 
the deficit is now expected to amount to 1.2 percent of GDP. 
The government has recently tabled the 1989 budget in the 
Parliament, and it calls for a small surplus. Many observers 
believe, however, that the underlying assumptions about 
economic performance in 1989 are overly optimistic, and unless 
additional steps are taken either to cut expenditures or to 
raise revenues, another year of red ink is more likely. 
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Foreign Sector: As can be seen in the statistical table at the 
beginning of this report, the position of the United States in 
Iceland’s trade has been on a slow decline for the past several 
years. While there are a number of Icelanders who are worried 
about the shift toward the European Community, it is unlikely 

that the trend is going to be reversed in the near term unless 

the European countries experience unexpected economic problems. 


Iceland’s good economic performance in 1986 extended to the 
international arena, and the balance of payments was in surplus. 
This was reversed in 1987 when the balance returned to deficit. 
The red ink continued to increase in 1988, when the current 
account deficit mounted to about 4.6 percent of GDP. There is 
little hope for much of an improvement in 1989 because of the 
expected drop in the catch of some of the more valuable fish 
species and the continued weakness in fish prices. 


The last several governments have tried to maintain a stable 
exchange rate policy in order to provide industry with a 
predictable operating environment. Unfortunately for Iceland, 
the vast majority of its exports are priced in dollars. The 
declining value of the dollar has resulted in a real appreciation 
of the kroner at the same time that domestic costs have been 
rising far faster than costs in its major markets. The resulting 
pressure on the currency finally took its toll in 1988. There 
were three devaluation, one in February, one in May, and a third 
in September. Even with these measures, many economists believe 
the kronar is still far out of step with the currencies of its 
major markets, and further changes are likely. 


Public sector deficits of the past few years have been financed, 
in part, by increased. foreign borrowing. The excellent economic 
growth has helped reduce the debt burden when measured in terms 
of GDP. In 1984 public sector debt, both direct and guaranteed, 
amounted to 80.3 percent of GDP, but by the end of 1987, it was 
down to 55.5 percent. If one measures only direct debt, the 
change was even more dramatic, down from 64.3 to 43.3 percent. 


There has also been a sharp increase in private sector debt in 
the past couple of years, as new financial mechanisms have been 
introduced. Foremost among these has been the remarkable 
expansion of leasing companies which were relatively free to 
borrow overseas until the fall of 1987. The government is about 
to introduce a law to govern the operation of these companies. 
One of its goals will be to reduce the ability of companies to 
turn to foreign sources for their capital requirements. 
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IMPLICATIONS FOR THE UNITED STATES 


The Icelandic market is a very sophisticated one. With one of 
the highest living standards in Western Europe, Icelanders look 
for new and quality products. They are well traveled, and over 
the past several years an increasing number have visited the 
United States. A greater number of Icelandic students have 
also been going to the United States for their university and 
graduate education. The result has been a marked improvement 
in knowledge of the U.S. market. 


Along with this new knowledge has come a growing frustration 
with the business practices of U.S. companies and their 
unwillingness to deal with Iceland on an equal basis. Because 
of the country’s small size, it is often impossible for an 
Icelandic businessman to make as large an order as his 
counterparts in other European countries. Icelanders complain 
that U.S. firms do not like to conduct these smaller export 
transactions. 


Even though the next couple of years will not be easy ones for 
Iceland, there remain good opportunities for U.S. business. 
Iceland boasts it has the highest per capita ownership rate of 
personal computers, and one of the highest for cellular and 
regular telephones. The story continues with other such 
high-technology items. Icelanders like to buy what is new, 
especially if it is a gadget of some kind. 


U.S. firms in the personal computer to microcomputer range have 
definite potential in Iceland. The small size of the market 
limits the volume of business that can be done here, but to 
date the level of saturation has not been reached. There is 
also excellent potential for softwear vendors. Iceland is 
strongly encouraging the development of a softwear industry, 
but there remains room for foreign producers. Although 
computers are in almost every office, most observers agree that 
there is still room for improvements in terms of use. 


The fishing industry is also a huge potential market for 
producers of quality modern equipment. The quota system has 
encouraged many boat owners to either refurbish their boats, or 
to order new ones. In addition to engines and fishing tackle, 
shipboard electronics are being updated. Almost all Icelandic 
fishing boats, even the small under 10-ton vessels, are now 
equipped with telephones, and an increasing number are 
installing computers. Icelanders are much more familiar with 
the material manufactured by European companies than by U.S. 
firms, which they tend to view as a bit backward in fishing 
technology. 
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In the consumer sector, the potential is very good despite the 
economic problems which will be facing Iceland over the near 
future. Apparel, especially children’s clothing and 
leisurewear, is a booming sector, and buyers are becoming much 
more interested in the United States. There is also a growing 
interest in the high end of U.S. fashion, but poor response by 
U.S. companies is starting to discourage the Icelandic trade. 


Best Prospects for U.S. Exports: Products which provide good 
opportunities for U.S. exports to Iceland include personal 


computers, consumer electronics, cellular and regular 
telephones, personal and microcomputers, softwear, marine 
engines, fishing tackle, shipboard electronics, children’s 
clothing, leisurewear, and other consumer goods. 




















